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THE INTERNATIONAL MONETARY SYSTEM: ISSUES IN
THE SYMPOSIUM -

Jagdish N. BHAGWATI
M.1.T., Cambridgc, Mass.

The International Monectary System, after being buffetted for a
number of years by successive crises culminating in the (temporary?)
collapse of dollar convertibility in August 1971 and the Smithsonian
Agreement on the realignment of paritics, is now in a state of suspen-
ded animation. The monetary cmasculation of gold with the two-ticr
system, the inconvertibility and devaluation of the dollar. the widened
bands. the SDR’s, the distinct if slow shift towards the link proposal,
the hesitant but conspicuous attempt at Europcan monetary unification
and the “snake in the tunnel” regime; all these and other dramatic
changes on the international scene underline the cssentially transitory

. nature of the current international mechanism,

The contours of the *“‘ideal”, and the “‘ideal and feasible™, world
monetary order are actively under debate, not merely among the cen-
tral bankers but among the international monetary experts, many of |
whom are brought together in articulate company in this Symposium. !
This is indeed in tradition: academic economists played an influential !
role in the design of the international mechanism at Bretton Woods;
and they have actively interacted with policy-makers over the years in
analysing and interpreting the changing and mercurial events that have
held the stage in the last decade. '

By the carly 1960's. the experience with the pegged-exchange rate
Bretton Woods international mechanism, and the growth of world
trade. had given rise to focus on the following five major “problems™:

(1) The liquidity problem: Triffin, in a number of classic contribu-
tlons had drawn attention to the question of inadequate growth of
world reserves. The falling real price of gold, as the world price of

‘! Cf. his Gold and the Dollar Crisis, Yale University Press, 1960. -




316 J.N. Bhagwati, The international monetary system: issues

commodities rose whilc the price of gold was frozen, led to inadequate
growth of gold production and hence of growth of international gold
rescrves. At the same time, the growth of reserves via the accrual of
fresh dollar liabilities was imperilled under the “dollar standard” be-
cause of the growing imbalance between U.S. gold holdings and the
rising U.S. liabilitics: the dollar standard had the inherent contradiction
that the expansion of reserve dollars would require continuation of U.S.
“deficits” which would erode confidence in the dollar sooner or later.2
The world thus had to be steered towards the creation of a new, and
reliable, international reserve asset whose supply would be regulated
“rationally”. Hence Triffin’s notion of an XIMF providing this func-
tion, the Stamp Plan, the different variations on Keynes’ Bancor plan,
and the ultimate and realised creation of the SDR’s at the IMF.
~ (2) The crisis problem: The dollar standard not merely created the
“inherent” problem that the dollar liabilities could not be endlessly
continued and hence the expansion of liquidity to finance world trade
would be jeopardised. It also created the “crisis” problem: the specula-
tive flight from the dollar (and from the pound, which had a sub-stellar
zonc of “influence™ as a key currency, residual from its earlicr domi-
"nant role in an carlier age), to stronger currencies such as the mark and
the anilder as fears of sterling or dollar devaluation or of mark revalua-
tion mounted from time to time: the accumulated dollur and sterling
holdings were sutficiently large to make this possibility a real and recur-
ring disturbance and give the “‘gnomes of Zurich” a permanent place in
the vocabulary of the common man. While the shortrun solution
scemed to consist in the “‘swap™ arrangements and an evolving central
banking code to hold onto speculative inflow of dollars (sterling) rather
than to seek confrontation through demand for conversion into gold,
the longrun solution scemed to consist in reduced reliance on the key
currency system and more flexibility via widened bands, for example,
to make speculation less rewarding.

(3) The reluctant exchange rate adjustment problem: The 1950’s
also witnessed the development of a situation where both the rich and

2 This point was formalised by Kenen in a well-known paper, International liquidity and the
balance of payments of a reserve currency country, Quarterly Journal of Economics, 74 (1960),
'§72-86; and has been analysed further by L. Officer and T. Willett, Reserve assct preferences
and the confidence problem in the crisis zone, Quarterly Journal of Economics, 83 (1969),
688-95; and by J.H. Makin, On the success of the reserve currency system in the crisis zone,
Journal of Intcrnational Economics, 2 (February 1972), 77- 85.
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the poor members of the IMF were to exhibit a distinct reluctance to
change their cxchange rates — making 1 mockery of the fears of the
architects of the IMF that the postwar situation would be one of “com-
petitive depreciations™. This, in turn, meant that countries had lost one
policy instrument which, with domestic monctary and fiscal policy,
could have helped reach the two targets of internal and cxternal balan-
ce.3 The resulting payments difficulties in countries which would not
or could not deflate (and who were bound at the GATT from using
tariffs extensively) were to plague the IMF during the 1950's and lu-
ter.# The solution seemed to point in the direction of exchange rate
flexibility: the range of proposals extending from widened bands to
gliding parities and crawling pegs.>
(4) The cquity problem: The key currency status of the dollar, in
particular, was also to attract attention, not so much to the difficultics
arising for the United States (something that emerged clearly only as
the dollar overvaluation became more acute and manifest in the latter
. part of the 1960s), but rather to the alleged benefits therefrom. In
particular, the Gaullist concern was focussed on the fact that the Uni-
ted States could virtually finance any dcficits by increasing its dollar
liabilities, unconstrained by its reserves in quite the same way as other
countries. This “seigniorage’ aspect of the reserve currency defined in
the early years the “equity’ question: should the international mone-
tary system allow one country, nro matter why, to enjoy these alleged

3 Mundecll's major contribution was to resolve this dilemma analytically by bringing capital
flows back into the discussion and linking them essentially to interest rate policy — thus
opening up 2 new instrument to affect the balance of payments. Much of the later Mundellian
policy discussion, however, suffers from inadequate recognition that (1) both fiscal and mone-
tary policy can directly influence the balance of payments: ¢.g. changes in the corporation tax
can influence long-run flows of cupital; tax concessions to foreign investment can and do
influence its flow; (2) the analytical structure of the instruments-objectives probliem can be
simplified if differential intercst and tax sates on forcign and domestic decision-makers in the
relevant markets arc permitted, as indecd they should be; and (3) any achievement of internal
and extemal balance by resort to the capital account must necessarily be linked up cventually
with the long-run effects on the econoniics of the international system, calling for the integra-
tion of the discussion into a dynamic, time-path mode of analysis.

4 This is not to say that exchange rate changes were infrequent in the postwar period;
rather, that they were inadequate. For evidence on the frequency of parity changes, see the
excellent article by Margaret de Vries, Exchange depreciation in developing countries, IMF
Staff Papers, Vol. 15, November 1968. -

5 on gliding parities, in particular, scc E. Howle and Carlos Moore, Richard Cooper's gliding
parities: a proposed modification, Journal of International Economics, 1 (4) (November 1971);
and Richard Cooper, Comment on the Howlc—Moore analysis and proposed modification of
Cooper's gliding parity system, Journal of International Economics 1 (4) (Noveinber 1971).
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benefits? The solution again seemed to be along the lines of Triffin’s
original proposals to consolidate and liquidate over time the reserve
currency holdings, substituting for them an internationally agreed, new
reserve asset with which all currencies would have an “equal™ and sym-
metric. relationship.

(5) The aid problem: As these problems became prominent in the
professional discussion of the international monetary system, and the
creation of a new international reserve asset became a respectable pos-
sibility, it also became clear that the Western developmental aid effort
was beginning to falter.6 1t seemed natural, as the aid programmes
scemed to be increasingly bogged down in countries such as the United
States in annual wrangles in the legislative channels, to think of a non-
budgefary method of supplementing aid flows. Hence arose the “link™
idea, of trying to ally intrinsically the continuul creation of interna-
tional liquidity to simultancous distribution of aid to the poor coun-
trics. The Stamp Plan was fully explicit on this score: the *‘gold certifi-
cates” would be initially distributed to the poor countries, who would
'spend them qua aid and which would then wind up as reserves in the
rich countries. The proposal of the link in the SDR setup was to be the
incevitable culmination of this notion. ]

- All these “problems’™ thus tended to lead the thinking on the inter-
national monetary system, by the mid-"60’s, in the direction of a modi-
fied IMF regime which would: (i) have greater exchange rate flexibility
in one¢ form or another, (ii) promote the creation of a new reserve asset
by agreed international -action, thereby reducing the reliance on the
reserve currency system, (iii) lead to adequate expansion of liquidity to
finance increasing world trade by suitable and systematic expansion of
the new asset, (iv) encourage reliance on swap-type arrangements to
handle residual speculative flows of funds, after the reserve currency
holdines had heen consolidated and substituted for the new interna-
tional asset, and (v) have some form of link between the creation of the
new assct and the supplementing of developmental aid flows.

By the mid-'60’s, however, the intecrnational monetary scene had
been transformed, and the perceptions of the problems with the exis-
ting regime changed, by the evident and growing overvaluation of the
U.S. dollar. Whether it was (as Harry Johnson argues in his paper in this

% The trends in aid levels and in the distribution of its burdcn and bencfits, have been fully

documented and analysed in my monograph, Amount and Sharing of Aid, Overseas Devclop-
ment Council, Washington, D.C., (1970), p. 197.
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Symposium) the inflation in the U.S. caused by the Vietnam war, or
the growth to economic maturity by Western Europe and by Germany
in particular with its consequent Robertson-Hicks type pressure on U.S.
comparative advantage. or the spectacular growth rate of Japan which
could be supported only by matching growth of imported materials and
hence by the matching expansion of exports of sophisticated manufuc-
tures. to the U.S. (which was a much more ‘“open” market than Eu-
rope), it became clear that, in an essential sense, the dollar had shifted
dramatically from a “‘scarce” to a “‘surplus’ status. This overvaluation
of the dollar, combincd with the ‘“‘crisis” problem, was to create the
central dilemma on the international monctary scene in recent years:
how was the dollar parity to be adjusted to this changed situation?

This adjustment problem, which clearly existed as a reality in the
minds and policy thinking of the principal actors on the international
stage. thus could not be wished away despite the carly Kindicberger
- (~Salant—Despres) view that the dollar holdings were largely “volun-
tary”. Nor did it make any long-term sense to argue, i la Haberler-
Willett. that the U.S. could forget about the adjustment and indulge in
a policy of “benign neglect”: because the Europeans, for sure, were
unwilling to accept a situation where a continuing deficit in the U.S,,
financed by creation of more dollar liabilities rather than by use of
other reserve asscts, implied cither that Europe should “import U.S.
inflation” and accumulate “involuntary™ dollar reserves or that the
major European currencics be revalued in relation to the dollar.” Thus a
policy of benign neglect would have meant, in reality and if sustained
sufficiently long. a policy of “malign neglect’: and it could have trigger-
ed off the use of other retaliatory instruments such as trade wars, for
example.

The continued failure to adjust the dollar parity thus meant that, in
effect, the Europcans were unhappy. It also meant that the U.S. was
unhappy: for the continually recurring speculative pressures on the
dollar, the need to exhort the Europcan central banks not to scck
convérsion, and the conscquent exposure to the kind of flak (in the

7 The option of revaluing the mark, say, as against the devaluation of the dollar was not a
non-issue and the Europeans had a good point in their favour here. The former course, as
against the latter, would have implied a net deterioration in the rcal worth of their total reserve
assets (gold + SDR’s + dollars). For a more detailed examination of the relative merits of thesc
two options, see Franco Modigliani and H. Askari, The Report of the International Payments
System, International Finance Scction, Princeton University, 1971, pp. 8-11.




